1. Q/ WHY DID PM RUN THE PORTLAND PROMOTION TEST? 

The Portland promotion was actually run to confirm our analysis of 
past promotions and the impact of low end pricing on Marlboro. We 
have been doing extensive work in the area of pricing for quite some 
time. A model based on 31,200 discreet store weeks of data across 
all of the brands that consumers purchased was constructed. This 
model suggested that Marlboro is still a vibrant brand and its recent 
performance below trend was the result of its price point relative to 
the lowest priced products in the store. The model projected that 
Marlboro could indeed grow again if the price disparity was brought 
to a more reasonable level-i.e. a 35% premium. The Portland test 
was then initiated to see if on a broad scale basis (Portland 
represents 1.2% of U.S. population) the model was reliable and could 
Philip Morris actually execute such a large promotion in a fixed 
period of time. The results confirmed our original hypothesis that 
Marlboro could grow-it even gave us near identical results to those 
projected by our promotion model, i.e. approximately 4 share points 
of growth. 

2. Q/ DID COMPETITORS RESPOND? HOW? 

A/ It is difficult to measure the exact nature of competitors' response 
to our Portland initiative because they already promote at much 
higher levels and with greater frequency than PM. Still, RJR appeared 
to increase its promotion levels during our test. For example, 
according to IRI audits of supermarkets, incidences of Winston $3 
and $4 coupons in carton outlets nearly doubled during the 
promotion from 30% to 60%. In addition, a Camel "Buy 3 Get 3 Free" 
(often broken down into Buy 1 Get 1 Free) was also fielded in pack 
outlets during the December test, while in other markets this 
promotion was run against Marlboro Adventure Team in January. 
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3. Q/ WHERE DID MARLBORO'S 4 SHARE POINTS COME FROM? WAS 
THERE EVIDENCE THAT THE PROMOTION CURBED LOW END GROWTH. 
A/ The Marlboro promotion did curb low end growth. In fact, in a 
retail audit conducted by Full Line Research, the total Discount 
category and its sub-set Deep Discount both declined during the 
Portland promotion. On a percentage basis, Marlboro sourced 34% of 
its share increase from Deep Discount and 22% from the balance of 
the Discount category. The remaining 44% was provided by Premium 
brands, with Camel (17%) and Winston (8%) contributing over one 
half (57%) of this number. It should be noted, however, that 
Portland is one of Camel's most developed markets, with share 
roughly 2.5 times its national average. 


4. Q/ WHAT OTHER RELEVANT PROMOTIONAL EXPERIENCE DOES 
PMUSA HAVE? 

A/ Even though Marlboro has historically not promoted a high 
percent of its volume, over the past eighteen months we have run 
and analyzed fifteen major promotions consisting of price, product 
and incentives delivered through media, direct mail, and retail. The 
findings from these promotions were a precursor to our pricing 
model used in Pordand. 

5. Q/ WHAT IS THE CURRENT LEVEL OF WHOLESALER/RETAILER 
PROFITABILITY FOR FULL MARGIN VERSUS DEEP DISCOUNT 
CIGARETTES? 

A/ Currently wholesalers make $0.80 per carton on Premium versus 
$0.40 on Deep Discount. Convenience store retailers make $5.00 per 
carton or 25% margins on Premium versus $3.00 and 24% on Deep 
Discount. 
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6. Q/ WITH NO ACTION, WHAT WOULD MARLBORO VOLUME AND 
SHARE HAVE BEEN THREE YEARS FROM NOW? 

A/ Based on trends and forecasts, Marlboro was expected to decline 
at -9% per year. Marlboro’s 1992 volume was 123.9 Billion and 
based on a straight line projection would decline by 24.6% to 93.4 
billion units in 1995. Share of 24.4 in 1992 was projected to decline 
4.2 points or 17.2% to 20.2 in 1995. However, Marlboro's decline 
rate was actually accelerating in the period immediately prior to 
PMUSA's announcement 

7. Q/ WHY WONT AMERICAN AND LIGGETT ALWAYS GO FOR THE 
DEEP DISCOUNT/4TH TIER POSITION? 

A/ The short answer is that they won't because they cannot trade 
volume for income indefinitely and stay in business. 

Because American and Liggett are the smallest players, the 
temptation to gain incremental volume and share by offering the 
lowest price will always be an option. This was an option to Liggett 
in 1989 when they created the third price tier by introducing 
Pyramid. The success of Pyramid and the reluctance of PM-USA and 
RJR to participate in the tier, paved the way for American to adopt a 
similar strategy in 1990. The rationale for both Liggett and 
American was: they have the excess manufacturing capacity and 
while margins will be lower, they can still turn a profit. 

The key to adopting the strategy was to ensure that Premium 
volume declines were kept at manageable levels so that annual 
premium price increases could provide enough profits to fund the 
introduction of lower price products; and most importantly, provide 
operating income growth that was in line with historic performance 
and corporate parent requirements for stockholders. In other words, 
the premium brands became the bank that funded the introduction 
of the lowest price tier. 
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The difference in today's market is: 

• All companies except Lorillard, compete in the deep discount or 
lowest tier segment. This makes it expensive to compete and limits 
the inroads a small competitor can make. 

• Premium volume for American and Liggett has deteriorated to a 
point where it can no longer act as a "bank" to fund "lowest price" 
introductions and maintain operating income at or near historic 
levels. The more American and Liggett strive for deep discount 
volume at the expense of premium volume, IFO will suffer. 

• Our competitor income model indicates that American's 1992 to 
1997 IFO will decline an annual average of 9.3%, while Premium 
volume declines by 13%. Because Liggett is so concentrated in 
discount volume, the forecast price increases enable them to increase 
IFO over the five year plan by 17% per year. If they forego these 
price increases, they may increase units but they will forfeit IFO 
growth. 


8. 0/ DID PMUSA LOAD AT THE END OF 1992? IF SO, WHY? DID IT 
HAVE ANYTHING TO DO WITH RETAIL MASTERS? 

A/ In fourth quarter 1992, PM-USA loaded 13.4 billion units. This 
excess inventory level is consistent with the 1991 level — 13.6 
billion. Retail Masters played no role in determining the inventory 
levels. In fact, the Retail Masters program, by addressing out-of- 
stocks of Marlboro at retail, may well diminish the need for these 
high wholesale inventory levels. 
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9. Q/ IT IS UNDERSTOOD THAT WHOLESALERS/RETAHERS BUY IN 
AHEAD OF EXPECTED PRICING ANNOUNCEMENTS. DO THEY BUY 
AGAINST PROMOTIONS, AND IF SO WHAT EFFECT WILL THEIR 
BEHAVIOR HAVE ON PMUSA'S CURRENT LOAD? 

A/ We know there is speculative buying by wholesalers in 
anticipation of price increases. They are then able to sell their 
inventories, purchased at the lower price, at the new higher price. 
There is no speculative buying based on manufacturers' promotions 
because wholesalers would receive no direct benefit from such 
purchases. Promotions are arranged between manufacturers and 
retailers. 

With the news of PM-USA foregoing price increases for the 
remainder of 1993, wholesalers and direct accounts will reduce 
forward buying, lower their inventories and reduce the amount they 
will load. As a result, we expect that wholesale inventory levels will 
drop by about half in second quarter 1993. 

10. Q/ WHAT TRIGGERED OUR DECISION TO INITIATE NATIONAL 
PRICE PROMOTIONS IN SUPPORT OF MARLBORO? 

A/ Marlboro was expected to decline 3.0% for First Quarter 1993 
versus last year. However, in late February and early March it 
became apparent that actual volume would be down by over 8.0%. 
Marlboro share performance in Nielsen was expected to increase in 
early 1993 versus prior months based on the promotional support of 
the Marlboro Adventure Team. In fact, share declined by -0.3 points 
versus the pre-promotion period. However, within our Consumer 
Tracking Panel, Marlboro's share of smokers remained constant, with 
brand volume declines driven by Marlboro smokers purchasing 
Discount brands on an occasional basis. It was clear that Marlboro's 
difficulties were tied to price issues rather than a loss in franchise 
equity. To compound the matter, although manufacturers had 
raised list prices on the low end, there was minimal price realization 
at retail due to manufacturer deal backs and retailers cutting 
margins. 
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